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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
HAROLD S. SANDLER )

For Appellant: Robert Baron
Attorney at Law

For Respondent: Philip M Farley
Counsel

OPI1 NI ON

This appeal is made pursuant to section 18646
of the Revenue and Taxation Code fromthe action of the

9

Franchi se Tax Board in denying the petition of Harold S.

Sandler for reassessnent of a jeopardy assessnent of
personal income tax in the amount of $9,387 for the

period January 1, 1981, through May 22, 1981.
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The issues are whether appellant received
unreported incone fromillegal sales of narcotics and, if
he did, whether respondent properly reconstructed the
amount of that income'.

Appel I ant, during the period in question, was
enpl oyed as a deliveryman and sel f-enployed as a nusi-
cian. At sone time during the week of May 17-23, 1981,
Detective Edward A. Freeman of the Los Angeles Police
Department received information from an informant that a
Harry sandler was selling cocaine from his residence at
2420 1/2 North Beachwood Drive in Hollywood, California.
-'The informant stated that while within the residence he
had seen appellant sell to several persons small paper
bi ndl es containing a white powdery substance resenbling
cocaine. The informant further stated that within the
| ast week he had purchased a half gram of cocaine from
appel lant for $60. The informant said that appellant had
resided at the Hollywood residence for approximately one
year and had been selling cocaine fromthat |ocation on a
continuing basis during that year. The informant rel ated
that a nmonth prior he had observed appellant in posses-
sion of a clear bag full of a white powdery substance
resenbl i ng cocai ne, ApBellant wei ghed it 1nto gram
quantities on a triple beam scale and placed it into
paper bindl es.

Detective Freeman asked the informant to cal
appel I ant and di scuss naki ng a purchase, The infornmant
dialed a number, later determned to be listed to appel-
lant, and Detective Freeman |istened on an extension to
the follow ng conversation

Mal e Voi ce: Hel | o,

| nf or mant : Harry.
Mal e Voice:  Yeah.
I nf or mant : This is (name deleted). | got ny

end together.

Mal e Voice: Geat.

| nf or mant : " m wanting to get 1/8.Y/

Mal e Voi ce: It's got to be cash and it's $300
for 1/8. 1I've got it here.

| nf or mant : O K, 1°'11 get back with you.

Mal e Voice: Geat!

Det ective Freenman obtained a search warrant and
on May 22, 1981, a raid was nade of appellant's residence.

1/ Experienced narcotics officers interpret "1/8" used in
This context to nmean one-ei ghth ounce of cocai ne.
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The police officers approached appellant's
resi dence and saw himthrough the open door. They iden-
tified thensel ves, presented the search warrant, and

i nformed appellant that they woul d be'searchin% for.
cocaine. Appellant replied, "I only have a little in my
dresser drawer for ny personal use. |'min the nusic
busi ness, you know how it is." The officers found 20

pager bi ndl es containing cocaine in appellant's bedroom
9 bindles in a box on top of his dresser, and 11 bindles
in a |eather gouch in the bottomof a vinyl suit bag in
t he cl oset, hey al so found a cocaine grinder whic
contained 0.4 grans of cocaine. Inall, the officers
found one ounce of cocaine which was worth approxi mately
$2,400 if sold in one-eighth to one-ounce quantitites.

Al so seized at appellant's home were:

1.  $20,000 in cash.

2. Mari juana.

3. A bank passbook from Los Angel es Federal

Savi ngs which shoved a bal ance of $1, 500.

4,  An OHAUS triple beam bal ance gram scal e.

5. Anot her gram scale.

6. A Pelouze brand scale.

7. A cocaine sifter,

8. A black vinyl pouch containing a portable

scal e,

9. A plastic baggie containing "sno seal"
bl ank bindl es comonly used by dealers for
packagi ng cocai ne for sale.

10. Two cokespoons.

11.  One nortar

12. Sheets of figures interpreted by police to
contain records of narcotics sales trans-
actions for the period of April 1980 through
December 1980.

13. Two funnels,

Appel l ant was arrested and on the sane day respondent was
notified of the preceding events.

Based on the above information, which was
obtained from the police reports, respondent determ ned
that appellant's cocaine sales had resulted in taxable
inconme tor the taxable year 1980 and the taxable period
January 1, 1981, through May 22, 1981. It was further
determned that the collection of tax would be jeopar-
dized in whole or in part by delay. Respondent estimated
appel lant's taxable incone to be $146,250 for the 1980
tax year and $75,000 for the shorter 1981 period.
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Respondent allowed a 50-percent cost of goods sold
deduction. Jeopardy assessments were therefore issued on
Nh¥ 22, 1981, for each of the above taxable periods
reflecting a net tax liability of $17,227.34 for the 1980
tax year (assessment nunber: 02051400) and $7,064 for the
shorter 1981 period (assessment nunber 02051401). Two
"Orders to Wthhold" were issued for the two taxable
periods totaling $24,291.34. They were. thereafter served
on the Los Angeles Police Departnment and Los Angel es
Federal Savings, Respondent received $20,000 from the
Los Angeles Police and $1,543.08 from Los Angel es Federa
Savings in response thereto,

On May 28, 1981, with the assistance of the
Los Angel es Police Department, one of respondent's com
pliance representatives personally conducted a telephone
interview with the police informant. The informant told
him that he had purchased three to four grams of cocaine
per week from the appellant for the past two nonths.
During this tine, he observed the appellant selling to
other buyers. The informant further stated his girl
friend had been purchasing cocaine fromthe appellant for
one year, and he knew the appellant presently supplied
about. one hundred people in the recording studios,
selling themone to four granms each per week.

The determ nation of taxable income was origi-
nally reached by calculating the appellant's cocaine
sal es of three ounces a week at $2,500 per ounce. The
t hree-ounce estimte was a conservative cal cul ati on based
upon information received directly from the informant.

On July 7, 1981, appellant's attorney, Robert
Baron, filed a petition for reassessment with respondent.
On July 24, 1981, appellant's attorney was advised that
the petition for reassessnent had been accepted and that
it would be necessary for appellant to furnish inform-
tion. Respondent sent afinancial statement and question-
naire so that appellant could nake a full and conplete
financial disclosure, including incone from sales of
control l ed substances.

On Decenber 28, 1981, respondent received

appel lant's Statement of Financial Condition and Finan-
clal Questionnaire dated and signed on August 19, 198l1.
Appel lant clainmed to have earned only $1,200 from enpl oy-
ment for the year 1981 to date while claimng $700 per
month |iving expenses. Appellant further reported $1, 500
in a savings account, and only $2,200 in income for each
of the years 1979 and 1980. No disclosure was made of
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appellant's income fromthe sale of narcotics. The
appel l ant al |l eged the $20,000 i n cash seized during the
raid was, in fact, noney borrowed from various persons,
al t hough no notes or other evidence of any |oans were
found when the home was searched by the police.

On February 18, 1982, the appellant pled guilty
to a violation of section 11351 of the Health and Safety
Code, which concerns possession of cocaine for sale.

On July 26, 1982, respondent held a hearing on
appellant's petition for reassessnent, and on
Septenber 27, 1982, a further hearing was held. As a
result, on Cctober 26, 1982, respondent abated the
j eopardy assessnent for 1980 (number 02051400) and
I ndicated that the 1981 jeopardy assessnment (nunber
02051401) woul d be revised. Respondent's revision was
based upon the follow ng figures:

Amount of cocai ne seized 20 bindles
Aver age wei ght _1 gram
Total weight |ess packaging 20 grams
Sal es Frice of 1 gram of __ocaine.  $100
Total val ue of cocaine% $2,000

Sales to the |nfornmant

I nformant' s purchase of grans of cocaine

per week 4
Nunber of weeks cocai ne was purchased 8
Total grans of cocaine purchased 32
Sal es price per gram $100
Total sales price of cocaine sold to

I nf or mant $3,200

"Qther" Sal es
Informant's weekly estimated nunber of

buyers of cocaine from appel | ant 100
Average grans of cocaine sold per

cust oner 2
Total grans of cocaine sold per week 200
Sales price per gram $100
Total gross sales per week3/ $70,000

2/ The value originally used was $2,500.

3/ This anount correlates with the anmount of noney
seized at the tine of appellant's arrest.
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Nunber of weeks of operation observed

by i nf or mant 8
Estimated total gross sales of cocaine

from March 22 through May 22, 1981 $160, 000

No sales were attributed to appellant for the first 12
weeks of 1981 as the informant did not observe appel-
lant's actions during that tinme.

On Novenber 24, 1982, a revised jeopardy
assessment (number 02059212) was issued which incorpo-
rated the above-di scussed figures and the provisions of
Revenue and Taxation Code section 17297.5, which effec-
tively elimnated the deduction for cost of goods sold
previously allowed, This revised incone amount ($85,000),
when conbined with the $1,531 which appellant declared on
his Form 540 and the $75,000 as determ ned by respondent
originally in assessnent nunber 02051401, nade the total
taxabl e income for appellant $161,531. The net tax
liability of both assessment nunber 02059212 and number
02051401 was $16,483, There is no evidence that the
liability under assessment nunber 02051401 was appeal ed.
That liability ($7,096) becane final thirty days after
respondent notified appellant on October 26, 1982, of its
action. (Rev. & Tax. Code, § 18645.)

On or about Novenber 16, 1982, a refund was
issued to the appellant for $2,736 over and above the
conbi nation of the totals of the two assessnents. On
April 20, 1983, four nore refunds were issued to appel -
lant which totaled $2,467.08.

Bet ween Decenber 7, 1982, and January 13, 1983,
respondent received eight third-party clains from various
persons containing statements that they had supposedly in
the past lent the appellant differing sunms of noney.

On March 22, 1983, a further reassessnent
hearing was held in Los Angel es wherein appellant disa-
greed with the application of section 17297.5 of the
Revenue and Taxation Code as it related to the appel-
lant's assessnent. No additional infornation was
offered. On July 15, 1983, jeopardy assessnent nunber
02059212 was affirmed.

The initial question presented by this appeal
i's whether appellant earned any income fromthe illegal
sal e of cocaine during the period at issue. The reports
submtted by Detective Freeman, the results of the
search of appellant's house, and the statenments fromthe
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informant establish at least a prinma facie case that
appel Il ant received unreported incone fromthe sale of
cocai ne during the appeal period, As appellant has
presented no evidence to refute this prima facie show ng,
we nust conclude that he did receive unreported incone
fromthe sale of illegal drugs during the appeal period.

The second issue is whether respondent properly
reconstructed the anmount of appellant's taxable incone
from cocaine sales. Under the California Personal |ncome
Tax Law, a taxpayer is required to specifically state'the

items of his gross incone during the taxable year. (Rev.
& Tax. Code, § 18401.) As in the federal income tax |aw,
gross incone is defined to include "all income from what-

ever source derived,” unless otherw se provided in the

| aw. (Rev. & Tax. Code, § 17071, Int. Rev. Code of 1954,
§ 61.) Gin fromthe illegal sale of narcotics consti-
tutes gross inconeg, (Farina v. McMahon, 2 Am.Fed.Tax
R.2d4 5918 (1958).)

Each taxpayer is required to maintain such
accounting records as will enable himto file an accurate
return. (Treas. Reg. § 1.446-1(a)(4); forner Cal. Adm n.
Code, tit. 18, reg. 17561, subd. (a)(4), repealer filed
June 25, 1981 (Register 81, No. 26).) 'In the absence of
such records, the taxing agency is authorized to conpute
a taxpayer's incone by whatever method will, inits
judgnent, clearly reflect inconeg, (Rev. & Tax. Code,

§ 17561, subd. {(b).) The existence of unreported incone
may be denonstrated by any practical method of proof that
Is available in the circunstances of the particular
situation. (Davis v. United States, 226 F.2d 331, 336
(6th Cr. 1955); Appeal of Carl E. Adans, Cal, St. Bd. of
Equal ., March 1, 1983.) Mathenatical exactness is not
required. (Harold E. Harbin, 40 T.C. 373, 377 (1963).)
Furthernmore, a reasonable reconstruction of incone is
presuned correct, and the taxpayer bears the burden of
proving it erroneous. (Breland v. United States, 323
F.2d 492, 496 (5th G r. 1963): Appeal of Marcel C. Robl es,
Cal. St. Bd. of Equal., June 28, I979.)

In view of the inherent difficulties in obtain-
ing evidence in cases involving illegal activities, the
courts and this board have recogni zed that the use of
sonme assunptions nmust be allowed in cases of this sort.
(See, €.9., Shades Ridge Holding Co., Inc., ¢ 64,275 P-H
Meno. T.C. (1964), affd. sub nom, FiorellTa v. Conm s-
sioner, 361 F.2d 326 (5th Cr. 1966)T Appeal of David
Leon Rose, Cal, St. Bd. of Equal., March 8, 19/6.) It
has also been recognized that a dilemma confronts the
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t axpayer whose inconme has been reconstructed. Since the .
t axpayer bears the burden of proving that the reconstruc-
tion Is erroneous' the taxpayer is put in the position of
having to prove that he did not receive the inconme so
attributed. In order to ensure that the taxing author-
ity's reconstruction does not lead to injustice by
forcing the taxpayer to pay tax on inconme he did not
receive, the courts and this board have held that each
assunption involved in the reconstruction nmust be based
on fact rather than on conjecture. (Lucia v. United
States, 474 F.2d 565, 574 (5th Gr. 1973); Shapiro v.
Secretary of State, 499 F.2d4 527, 533 (D.C. CGr. 1974),
affd. sub nom., Conm ssioner v. Shapiro, 424 U S. 614 {47
L.Ed.2d 278] (1976); Appeal of Burr McFarland Lyons, Cal.
st. Bd. of Equal.' Dec. 15, 1976.) Stated another way,

there nmust be credible evidence in the record which, if
accepted as true, would "induce a reasonable belief" that

the ampunt of tax assessed agai nst the taxpayer is due
and ow ng. (United States wv. Bonaguro, 294 F.Supp. 750,
753 (E.D.N. Y. 1968), affd. sub nom., United States v.

Dono, 428 F.2d 204 (2d Cir. 1970).) |T such evidence is
not forthcoming, the assessnent Is arbitrary and nust be

reversed or nodified- Appeal of Burr McFarland Lyons,
supra.) In essence' appellant challenges the jeopardy
assessments. as being arbitrary.

In the instant appeal, respondent has used what
is known as the projection method in reconstructing
appellant's income fromthe illegal sales of cocaine.
Respondent first determned appellant's income for a base
period and then projected this figure over the entire
two-month period of sales activity to yield appellant's
total inconme. The data relied upon by respondent in
reconstructing appellant's incone was derived from infor-
mation contained in the Los Angeles Police Department's

arrest report, the itenms found as a result of asearch of
aﬁpellant's home, and statenents from an infornant. On
t ni

s information, respondent determned that appellant:
(1) sold cocaine from March 22, 1981, through My 22,
1981, from which he derived unreported taxable incomne:

(2) sold cocaine to 100 persons per week with the average
amount sold being 2 grans; (3) sold the cocaine for $10
per gram and (4) realized a gross incone of $20,000 a
week from such sal es.

Respondent first determ ned that appellant had
been selling cocaine from March 22, 1981, through My 22,
1981. The record reveals Edward Freeman of the Los
Angel es Police Departnent net with an untested confiden-
tial informant and was inforned that. appellant was
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selling cocaine fromhis residence. The informant per-
sonal |y observed appellant sell small paper bindles
containing a white powdery substance resenbling' cocaine
to several persons. The iInformant personally, over the
two- mont h period, purchased cocai ne from appel |l ant payi ng
$60 for one-half gram Detective Freeman also |istened
in on a tel ephone conversati on between appellant and the
i nformant which caused Detective Freeman to concl ude that
appel l ant was selling narcotics. A search of appellant's
home reveal ed various itenms such as a triple beam "OHAUS"
scale, a grinder, a cocaine sifter, a Pelouze brand

scale, a portable scale, and a plastic baggie containing
*sno seal"” blank bindles all of which indicate a business
of trafficking in cocaine. Appellant at the time of the ,
search, also had $20,000 in cash in his home. One of
respondent's conpliance representatives spoke with the

i nformant on May 27, 1981, and was told that the infor-
mant had been purchasing three or four granms of cocaine a
week from Sandler during the last two nonths. W nust
conclude that respondent's first finding is supported by
the record and that it is reasonable to conclude that
appel lant was trafficking in cocaine for the two-nonth
peri od. I nformation from an untested confidential infor-
mant Wi ll be considered reliable if the information that
he supplies proves to be accurate and ultimately results
in the seizure of narcotics and appellant's arrest and
subsequent conviction, (Appeal of Clarence Lewis Randle
Jr., Cal. St. Bd. of Equal., Dec. 7, 1982.) The search
—r—appellant s hone did result in the seizure of narco-
tics, and appellant did plead guilty on February 18,

1982, to a charge of possessing cocaine for sale.

The assunption that appellant sold cocaine to

100 persons a week with the average amount sold being two
%rans Is also supported by the record. The informant in

is tel ephone conversation of May 27, 1981, with respon-
dent's conpliance representative stated that appel I ant
supplied up to 100 people who worked in the |ocal
recording studios and that each would buy fromone to
four granms or nore a week. The estimate of two grans a
week per custoner is a reasonable average sale. The
informant stated that he personally had purchased three
to four grans a week for the last two nonths. Appellant
was al so in possession of $20,000 in cash, which Is
approxi mately the amount of income that would be derived
fromone week's sales to the nunmber of persons the infor-
mant i ndi cated appel | ant supplied (100 persons buying two
grans a week at $100 per gram,
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The assumption that appellant sold the cocaine
for $100 a gramis |ikew se supported b% the record.
Statenents fromthe inforner indicate that he paid $60
per one-half gram and 'information fromthe State of
California Department of Justice Advanced Training Center
shows that the cost of a gram of cocaine in the Los
Angel es area ranges from $70 to $120, The $100 per gram
figure is slightly less than the average of these figures
and is, therefore, reasonable.

W note that in its original assessnent,
respondent allowed appellant a 50-percent cost of goods
sol d deduction but elimnated the deduction in its
revi sed assessnent. VWile in previous cases respondent
has all owed taxpayers engaged in the illegal sale of con-
trolled substances to deduct the cost of goods sold from
gross sales to arrive at their taxable income, this type
of deduction is now statutorily prohibited by ‘Revenue and
Taxation Code section 17297.5, which provides, in
pertinent part, that:

(2) In conputing taxable income, no
deductions (including deductions for cost of
goods sold) shall be allowed to any taxpayer on
any of his or her gross income directly derived
fromillegal activities as defined in Chapter 4

commrencing with Section 211) of Title 8 of,

apter 8 (commencing with Section 314) of
Title 9 of, or Chapter 2 (commencing wth Sec-
tion 459), Chapter 4 (comencing with Section
484), or Chapter 5 (commrencing with Section
503) of Title 13 of, Part 1 of the Penal Code,
or as defined in Chapter 6 (comencing with
Section 11350) of Division 10 of the Health and
Safety Code; nor shall any deductions be
allowed to any taxpayer on any of his or her
gross incone derived from any other activities
which directly-tend to promote or to further,
or are directly connected or associated wth,
those illegal activities.

® % *

(c) This section shall be applied with
respect to taxable years which have not been
closed by a statute of limtations, res
judicata, or otherw se.

The sale of controlled substances, including
cocaine, constitutes an illegal activity as defined by
chapter 6 of division 10 of the Health and Safety Code.
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(Health & Saf. Code, § 11350 et. seq.) Accordingly, no
deduction of appellant's cost of goods sold is allowable.

In sum, we nust conclude that respondent's pro-
jection of income of $20,000 a week or $160,000 for the
two-month period is reasonable, This figure is conputed
by assum ng that appellant sold 200 granms of cocaine a
week for $100 a gram for only the two-nmonth period during
whi ch the informant personally made purchases from appel -
| ant and was aware of appellant's sales activities, hi's
reconstruction of appellant's income has a foundation in
fact and is not arbitrary or unreasonable.

The conclusion that the reconstruction is rea-
sonabl e does not end our inquiry, Appellant may still
prevail if he can prove, by a preponderance of the
evidence, that the modified assessnent is erroneous.
(Appeal of Peter 0. and Sharon J. Stohrer, 'Cal. St. Bd.
of Equal., Dec. 15, 1976.) [Ihe phrase "preponderance of
t he evidence" nmeans "such evi dence as, when weighed with
that opposed to it, has nore convincing force, and from
which it results that the greater probability of truth
lies therein." (In re Corey, 230 Cal.App.2d4 813, 823 [41
Cal.Rptr. 379] (1964).)

In an attenpt to neet this burden, appellant
contends that the $20,000 seized fromhimby the police
when they searched his home was only "l oans" from
i ndi vi dual s who wanted to invest in a nusical show.
Appel l ant al |l eges that the ten purported prom ssory notes
prove this contention. W cannot agree for severa
reasons. First, when the police searched appellant's
home none of the notes were found by them or produced by
appel lant.  Secondly, none of the notes were notarized
and many of themindicate that the noney was lent to
cover living expenses. Wile the funds were allegedly
advanced as early as April of 1980, over a year before
t he nnngz was sel zed on May 22, 1981, appellant has not
stated wny none of the funds had been spent for |iving
expenses or ot her purposes. Thirdly, appellant did not
all ege that the noney was from|loans until he filed his
statement of financial condition, which was not done
until Decenber 28, 1981. Finally, the noney does not
appear to have been earned by appellant from his enploy-
ment as a nusician, as appellant claimed to have earned
only $1,200 from enployment for the year 1981. Appel -
lant's living expenses were $700 a nonth, which far
exceeds his clained income. A consideration of all the
evi dence submitted |eads us to conclude that appellant
has not shown by a preponderance of the evidence that the
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assessnments made by respondent were erroneous. Accord- .
ingly, respondent's action in this matter wll be
sust ai ned.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the petition of Harold S. Sandler for
reassessnment of a jeopardy assessnent of personal incone
tax in the anount of $9,387 for the Eeriod January 1,
1981, through May 22, 1981, be and the sanme is hereby
sust ai ned.

Done at Sacramento, California, this 10tnh day
of (October » 1984, by the State Board of Equalization

W th Board Members Mr. Nevins, M. Dronenburg, M. Collis,
M. Bennett and M. Harvey present.

Ri chard Nevins , Chairman
Ernest J. Dronenburg, Jr. , Member
Conway H Collis , Member
Wlliam M Bennett . Menber
Val ter Harvey* ,  Menber

*For Kenneth Cory, per Governnment Code section 7.9
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